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An Overview of Venture Capital
By Mary Graves Pfeffer
The financing of companies with 
venture capital funds experienced 
significant growth in the 1980’s. Even so, 
many accountants are not aware of the 
availability of venture capital funds. Most 
have heard of venture capital, but few 
have knowledge of the venture capital 
industry. Others have misconceptions of 
the type of companies that are able to 
attract venture capital. This article offers 
a basic overview of the venture capital 
process. The intent is to help accountants 
recognize when their company or clients 
may be candidates for venture capital 
funds as a source of financing.
Venture capital investment is the 
relatively large dollar financing of 
companies that are usually small and 
recently established. Venture capital 
financing takes place prior to the time the 
firms can qualify for a public 
underwriting.
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How Did the Venture 
Capital Industry Begin?
Although the history of venture 
capital investment is fairly short, 
certain events are recognized as 
important landmarks for the 
industry. One of the first such 
landmarks occurred in the high 
technology industry in 1911. At 
that time, several wealthy people 
financed three weak companies and 
merged them into a single strong 
company, changing the name in 
1924 to International Business 
Machines [Rind, 1986]. This was 
one of the first examples of a 
modern venture capital investment.
The venture capital investment 
community as it is known today 
emerged after World War II. 
Laurence Rockefeller is credited 
with providing the impetus for 
venture capital investment [Rind, 
1986]. Rockefeller helped finance 
several companies, including 
Eastern Airlines and McDonnell 
Douglas.
In the 1950’s, venture capital 
start-ups were most often spin-offs 
of university research groups 
wanting to pursue government 
contracts. Late in the 1950’s and 
early in the 1960’s, several 
successful companies were formed 
by groups from large, established 
data processing companies. 
Because of the large profits 
achieved by these new entities, 
many other venture capitalists 
were drawn into the industry in the 
late 1960’s and in the 1970’s [Rind, 
1986]. The venture capital industry 
has matured in the 1980’s and is 
now composed of a fairly stable 
group of companies and private 
investors.
Who Are the Venture 
Capitalists?
Consisting of four hundred to five 
hundred professional organizations,
the venture capital community is 
relatively small but represents an 
increasingly important source of 
financing for new business. 
Because venture capitalists are not 
required to register, the exact 
number of venture capitalists 
cannot be easily ascertained, and 
many private individuals and 
families remain anonymous. By 
1984, the venture capital 
community was composed of over 
five hundred venture capital firms 
[“American Venture Capital Grows 
Up,” 1985].
In 1985, venture capitalist 
investments totaled 2.29 billion 
dollars, approximately the same as 
the 2.28 billion dollars invested in 
1984. However, while the number 
of venture capital investments 
totaled 2,051 in 1984, the number 
rose to 3,696 in 1985 [Jubak, 1986].
Who Are the Venture 
Capital Investees?
The high technology industry 
commands the majority of venture 
capital investment. In 1985, 65 
percent of venture capital 
disbursements went to the 
information industry, 15 percent 
went to medical companies, and 6 
percent went to other technologies, 
for a total of 86 percent invested in 
technology. In recent years, though, 
there has been a slight trend 
towards venture capital investment 
in retailing operations. In general, 
companies backed with venture 
capital are concentrated in the 
Northeast and on the West Coast 
[Rind and Delong, 1986]. However, 
geographic location is not 
necessarily a restriction.
Venture capital investees are 
usually somewhere between the 
traditional sole proprietorship 
and the publicly traded 
corporation. The investees 
require capital funds ranging from 
hundreds of thousands of dollars to 
several million dollars. Usually, the 
management of these companies 
expects to reach a market share 
which will enable the company to 
achieve sales of a substantial 
amount. To attract most venture 
capitalists, an investee company 
would have to project that annual 
sales would climb quickly above 5 
to 10 million dollars. It is not 
uncommon for prospective 
investees to project $50 to $100 
million in annual sales. The gold 
ring for both the venture capital 
investor and the investee company 
is the opportunity to go public at a 
later date.
When Are Venture Capital 
Investments Made?
Most venture capital investments 
are made after the company has 
been in operation for more than one 
year [Rubel, 1974]. In fact, the 
venture capital industry has 
definitely shifted toward later- 
stage deals. The later-stage 
companies often have a more 
proven product and marketplace, a 
better established business plan, 
and more experienced 
management; these factors make 
the later-stage deals particularly 
attractive to the venture capitalist 
[Rind and Delong, 1986].
Despite the trend toward later- 
stage deals, the venture capital 
investment may be made at any of 
several stages of a start-up 
company’s life. For example, first- 
stage financing usually occurs after 
the company has produced a 
prototype. The company may have 
a line of credit with a bank and an 
operational, but small, organization
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What Guidelines Do 
Venture Capitalists 
Use to Evaluate 
Investment?
[Rubel, 1974]. Second-stage 
financing occurs after the start-up 
company is producing and 
shipping. At this point, the start­
up’s accounts receivable and 
accounts payable are increasing, 
and working capital is needed 
[Rubel, 1974]. Third-stage 
financing usually occurs when the 
start-up has reached the break­
even point, and funds are needed 
for expansion or to increase 
working capital [Rubel, 1974].
Other types of financing made by 
venture capitalists may occur later 
in the development of the company. 
Bridge financing is used when a 
start-up company expects to go 
public within six to twelve months 
and is repaid when a public 
offering is complete [Rubel, 1974]. 
Buy-out (acquisition) financing is 
used to acquire companies that 
venture capital investors believe 
are undermanaged [Rubel, 1974].
The investee companies often are 
attempting to introduce a new 
product or service into an untested 
market. Investors (venture 
capitalists) in these relatively 
unproven companies are placing 
risk (venture) financing in the hope 
of achieving substantial capital 
appreciation as the firm grows.
Venture capital may be the 
answer for a company which has 
outgrown or evolved beyond 
traditional financing sources such 
as bank loans or Small Business 
Administration loans. A firm not 
yet in a position to seek equity or 
debt through publicly traded 
markets is a prime candidate 
for venture capital. The most 
common form of venture capital 
investment is a senior security 
of some type, usually debt 
with warrants, convertible 
debt, or convertible 
preferred stock 
[Rind, 1986]. Although each venture capital 
investor may have a different goal 
for his or her investment, the 
primary objectives of venture 
capitalists, in general, are 
respectability, profitability, and 
liquidity [Stillman, 1974]. Venture 
capitalists have a reputation to 
maintain. Thus, respectability of 
the venture is important to them. 
Profitability is important for 
obvious reasons. The venture 
capital investor looks for liquidity 
at a future date, often when the 
company goes public. Although 
venture capitalists realize that 
their investment is necessarily long 
term, the potential for liquidation 
must be present.
In addition to considering 
personal objectives, the venture 
capital investor must also assess 
other characteristics of a venture 
capital investment: 1) long 
horizons, usually five years; 2) level 
of risk; 3) lack of access to a 
secondary financial market; and 4) 
the necessity for other rounds of 
financing before the venture 
capital investment can be 
liquidated [Cooper and Carleton, 
1979]. These factors must be 
evaluated with regard to the 
investor’s needs.
How Are Venture Capital 
Investments Unique?
First, a venture capital 
investment is often for hundreds of 
thousands or millions of dollars. 
Second, the level of risk of the 
venture capital investment is 
usually greater because start-up 
companies have no history or track 
record of performance. Both the 
management team and the product 
or service are untested by the
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realities of day-to-day business. The 
venture capitalist cannot consider 
the past performance of the 
company in an effort to make a 
prudent business decision.
In addition to the large dollar 
amounts involved and the lack of 
history, a third factor that is 
unique to the venture capital 
investment is the “window” for 
investment. Unlike the stock 
market, the investment opportunity 
is only available within a given 
time frame.
A fourth factor that is 
characteristic of the venture capital 
investment is the nature of the 
management structure in the start­
up companies. Managers of start­
ups may have a substantial portion 
of their own money invested in the 
business, and their decisions are 
likely to be influenced by person.. 
financial considerations. 
Management’s heavy emotional 
commitment poses additional risk 
for the potential venture capital 
investor.
The Accountant’s Role
Venture capital investments 
reflect a high level of risk which 
must be balanced by the chance for 
much higher returns on 
investments than are ordinarily 
available. This provides interesting 
challenges for accountants to 
recognize when the proper mix of 
risk and return is present for their 
employers or clients to become 
venture capital candidates.
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THE UNIVERSITY OF IOWA 
ACCOUNTING
The Department of Accounting at the University of Iowa is seeking qualified applicants to fill one or more Assistant, 
Associate and/or Full Professor positions on a permanent or on a visiting basis for the academic year beginning fall of 
1990. Principal qualifications are: (1) a terminal degree (Ph.D., or DBA); (2) a genuine interest in accounting research and 
be interested in working closely with graduate students in various types of research projects; (3) Associate and Full 
Professors must have established a record of quality teaching and research with a demonstrated competence in directing 
doctoral theses; (4) all candidates must have a long-term interest in teaching at both the undergraduate and graduate 
levels (B.A., M.A., MBA, and Ph.D.). Salary will be commensurate with experience. Screening of candidates will begin 
upon receipt of a formal application. Formal application can be accomplished by sending resumes to:
Professor Valdean Lembke, Head
Department of Accounting
College of Business Administration
The University of Iowa 
Iowa City, Iowa 52242
This announcement will remain open until all positions are filled.
The University of Iowa is an equal opportunity and affirmative action employer.
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